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1) a) Define ‘Adjusted H’ and discuss its relevance in the Indian context.

b) Suppose a bond that matures in one year issued by a corporation has a rating B. Given
this rating, there is 80% chance that a firm will be unable to pay its obligation in full and can
only pay 10% on its face value and only 20% chance that it can meet its full obligation. If the
market rate of interest is 5%, then answer the following questions:

(1) What price the investor will be willing to pay, given the face value of $1000 and coupon
rate of 15%?

(i1) What price the investor will be willing to pay for a default free government bond that
promises to yield the same amount at the end of a year?

(111)) What is the after tax yield for B-rated bond and default free government bond if the tax
on interest income from B-rated bond is 38% and for default free bond it is 20%? (18.75)
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2) a) Analyse the impact of asymmetric/imperfect information on banks’ loan decisions.
Further discuss their strategies to counter this problem of asymmetric information.

b) Explain why you agree or disagree with the following statement:
‘Buying a put is just like short selling the underlying asset. You gain the same thing from either
position, if the underlying asset price falls. If the price goes up, you have the same loss’’. (18.75)
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3.a) ‘Equity contracts are subject to a particular type of moral hazard called Principal-Agent
problem’. Explain this statement. How have debt contracts emerged as a feasible alternative to
equity contracts in partially solving the problem of moral hazard?

b) Briefly describe the four areas in which BASEL III is an enhancement over BASEL II. (18.75)

3. %) ‘gfaadl Y UH AW YR & Afdh TR & 3T § O Mifdge-vele
TATAT FaT Sl &1 ST FUT A OEdT Aow| Hile §7 & e @ay &
THEAT A gel A & TAT ROT ey 3{Fad qeenl & fAw weh @onfad fasheq &
T H FT IM P

@) 3 IR &9 W T&T H JoTl HY, [SaH s9al 1l S8 18 T8 g (18.75)

4. a) Explain how the expectations and segmented-markets hypothesis are extreme versions of
the preferred-habitat hypothesis. Give an example to illustrate your explanation.

b) Compare and contrast the factors which led to the two banking crisis episodes in 1997-2002
and the decade from 2008 onwards. (18.75)
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5.a) Critically examine how the MCLR system is an improvement over Base rate.

b) Briefly discuss the transition of the recent Monetary Policy Framework from Monetary
Targeting and Multiple Indicator Approach to Inflation Targeting in India. (18.75)
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6. Write short notes on any two of the following: (18.75)

i) Policy Rate Corridor
i1) Asset Securitization
ii1) Certificate of Deposits (CDs)

6. Arfafad 7 & el af T oy fecuoh fora: (18.75)
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Quesl. (a) Differentiate between Exogenous and Endogenous money supply curves. What
will be the impact of following events on each of these curves?

i.  Rise in excess reserves holdings of banks (ER)
ii.  Increase in use of digital mode of payments
iii.  Central bank reduces the required reserve ratio (12)

(b) Discuss Free-rider problem in aggravating adverse selection and moral hazard problems
in financial markets. (6.75)
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Ques2. (a) “A key financial innovation in the 1980’s that dramatically influences the role of
financial intermediaries is the phenomenon of Asset Securitization”. Briefly explain this
statement. (8)

(b) Critically examine how the MCLR system is an improvement over Base rate system.

(10.75)
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Ques3. (a) A Coupon Bond maturing in one year has a face value of Rs.1000 and coupon rate
of 8%. If the market interest rate is 6% at the time of purchase, calculate:

i.  Price of the coupon bond
ii.  Current yield
iii.  Yield to maturity of this bond

What effect would a rise in the market rate of interest to 8% have on its price and yield? (12)

(b) What properties should a variable have to serve as an intermediate target of monetary
policy? (6.75)
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Ques4. (a) Suppose investors prefer one year bonds to two year bonds and will purchase a
two year bond only if they expect to receive an additional 4% over the return from holding
one year bond. Currently one year bonds yield 5% but investors expect yield to fall to 4%

next year.

1. Which of the three models of term structure of interest rates is relevant in this case?
Give reason.
ii.  What is the yield on 2-year bond?
iii.  Is the yield curve upward sloping, flat or downward sloping? Give reason. (6.25)

(b) Suppose a call option on a stock has an exercise price of Rs. 700 and a cost of Rs. 20, and
suppose you buy the call option. Identify the profit to your investment, at the call’s
expiration, for each of these values of the underlying stock: Rs. 250, Rs. 700, Rs. 1000, Rs.
690, Rs. 710.

(12.5)
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Ques 5 (a) Examine various issues involved in the formulation of monetary policy and
inflation targeting in the Indian context. (10.75)

(b) Briefly describe the four areas in which BASEL I1I is an enhancement over BASEL 1I. .
8)
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Ques 6. Write short notes on any two of the following: (18.75)

(a) Policy Rate Corridor
(b) Adjusted H
(c) Policy responses to the NPA crisis in the Indian Banking Sector since 2008
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